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F, a regulated electric utility, is a wholly owned
subsidiary of P. F is required to follow prescribed
regul atory rules for regulatory accounting and
financial reporting purposes. |In preparing its
consolidated tax returns for the years in issue, P
characterized F's expenditures by using the sane
characterization that F used for regulatory accounting
and financial reporting purposes. |n an anmended
petition, P sought to recharacterize as repair
expenses, expenditures which it had characterized as
capi tal expenditures for tax purposes.

Held: P s nethod of accounting for tax reporting
pur poses was to characterize the expenditures in issue
consistently wwth the method that F used for regulatory
accounting and financial reporting purposes. By
seeking to alter the nmethod which it used to
characterize expenditures, P is attenpting to change
its method of accounting. P has failed to obtain the
consent of the Secretary to change its nethod of
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accounting under sec. 446(e), |I.R C; therefore, Pis
not entitled to the clai ned expense deducti ons.

Robert Thomas Carney, for petitioner.

Gary F. Wal ker, Serqi o Garci a-Pages, and Robert W Dillard,

for respondent.

OPI NI ON

RUWE, Judge: This matter is before the Court on
respondent’s notion for partial sunmary judgnment filed pursuant
to Rule 121.! The sole issue presented is whether petitioner’s
attenpt to recharacterize as repair expenses, expenditures which
it had characterized on its tax returns as capital expenditures
for the taxable years 1988 to 1992, is an inperm ssible change in
accounting nethod under section 446(e).

Backgr ound

FPL G oup, Inc. (petitioner) is a corporation organized and
existing under the laws of the State of Florida with its
principal office located in Juno Beach, Florida. Florida Power &

Light Co. (Florida Power) is a wholly owned subsidiary of

Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedure.
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petitioner. Petitioner filed consolidated returns with Florida
Power during the years in issue.

On Decenber 28, 1995, respondent issued a notice of
deficiency for the taxable years 1988 through 1992. In its First
Amended Petition, filed May 13, 1996, petitioner argued for the
first tinme that respondent erred in failing to allow a deduction
for certain repair expenses related to Florida Power when
determ ning the deficiency amounts in the notice of deficiency.
Petitioner clainmed that it had inproperly characterized the
foll ow ng expenditures related to Florida Power as capital

expenditures and that it should have deducted them as repair

expenses:

Year Anpount

1988 $35, 324, 412

1989 52,115, 791

1990 54,746, 820

1991 56, 823, 897

1992 11,914,614
Tot al 210, 925,534

Petitioner did not file a Form 3115, Application for Change in
Accounting Method, with respondent to request a change in
accounting nethod for the expenditures at issue. Respondent did
not raise the change in accounting nmethod issue prior to the
filing of his notion for partial summary judgnent.

Fl ori da Power owns and operates fossil and nuclear electric
generating plants in Florida and al so owns interests in coal -

fired electric generating plants in Georgia and Fl orida, which
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are operated by other utilities. Florida Power provides public
electric utility services in Florida. Florida Power is subject
to the regulatory rules of the Federal Energy Regul atory
Comm ssion (FERC) and the Florida Public Service Comm ssion
(FPSC). The FERC regul ates the rates that Florida Power may
charge to its whol esal e custonmers. The FPSC regul ates the rates
that Florida Power may charge to its retail custoners.

For regul atory purposes, property at Florida Power’s
el ectric generating plants (electric plants) is considered as
consisting of “retirenent units” and “mnor itens of property”.
Aretirement unit is the overall unit of property while the m nor
itens of property are the associated parts or itens which conpose
aretirenent unit. Exanples of retirenent units include air-
condi tioning systens, bridges, elevators, and cars. The
regul atory rules determ ne which expenditures at Florida Power’s
electric plants are capitalized and which expenditures are
expensed for regul atory accounting purposes. Expenditures for
the addition or replacenment of a retirenent unit are required to
be capitalized, while the replacenent of a mnor itemof property

is generally deducted as a repair expense.? Florida Power, as a

2Under regul atory accounting, expenses that are capitalized
are taken into the capital base for ratemaking purposes (i.e.,
they receive an allowed “rate of return” on capital investnent).
On the other hand, expenditures deducted as current expenses are
passed on to custoners (and, therefore, reinbursed dollar-for-
dollar) in the allowed rates.
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regul ated electric utility, is required to follow regul atory
accounting for financial reporting purposes.

The FERC publishes a Uniform System of Accounts (USQA) which
contains a standard set of accounts, rules, and regul ations.
Florida Power, as a major electric utility, is required to follow
the USOA. The FPSC al so requires Florida Power to followthe
USCA. For regul atory accounting purposes, the FERC al so
publishes a list of Units of Property for Use in Accounting for
Additions and Retirenents of Electric Plant (FERC list), which is
separate fromthe USOA. The units of property identified in the
list are referred to as retirenent units. The FERC |list of
retirement units may be expanded by any utility w thout other
aut hori zation by the FERC, but no retirement unit may be |arger
in size than those identified in the FERC |ist. The FERC |i st
may not be condensed, but a subdivision or addition of other
units is permtted.

The FPSC aut hori zes an expanded list of retirenent units
(FPSC l'ist) beyond those prescribed by the FERC. The FPSC has
the discretion to authorize a list of retirenment units in which
the retirenent units are larger in size than the correspondi ng
FERC retirement units. Florida Power could add retirenment units
to the FPSC Iist or expand the size of existing retirenent units,
but it had to notify the FPSC sem annually of these changes.

I ncreasing the size of retirenment units would increase the anount
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of costs charged to expense, while decreasing the size of
retirement units would increase the anobunt of capitalized costs.

During the years in issue, petitioner utilized the FPSC
requi renents for regulatory accounting purposes. Florida Power
made nore than 450 changes between 1988 and 1992 to the FPSC |i st
of retirenment units and sem annually notified the FPSC of the
changes. However, the retirenment units used by Florida Power for
FPSC purposes did not exceed the |imts for retirenment units as
prescribed by the FERC. Thus, Florida Power’s utilization of the
FPSC requirenments in defining retirenment units automatically

conforned with the FERC regul atory accounting requirenents.?

3An exanpl e of the aforenentioned regul atory concepts
illustrates the accounting principles of the FERC and FPSC.
Suppose that P owns five cars. Each car is defined as a
retirement unit in the FERC list. The wheels, seats, and other
conponents of the car would be considered m nor itens of
property. Under the FERC, P could add nore cars or replace
existing cars, and the correspondi ng costs would be capitalized.
The costs of the replacenent of the wheels, seats, etc., would
generally be considered as expenditures related to mnor itens of
property and generally would be expensed. Theoretically, P could
subdi vide the car into smaller retirenent units, so that the
wheel s, seats, etc., would be considered separate retirenent
units. This would increase the amount of capitalized costs
because additions or replacenents of the wheels, seats, etc.,
woul d be required to be capitalized under regul atory rules.
However, under the FERC, P is prohibited fromincreasing the size
of the retirement units; i.e., defining a retirenment unit to
include all five cars. The FPSC has the discretion to allow P to
increase the size of the retirenent units. This action, if
available to P, mght theoretically allow all five cars to be
identified as one retirenent unit; thus, the individual cars
m ght be defined as mnor itens of property. This would result
in an increase in the size of the retirenent unit (from one car
to five cars), and the anmount of costs charged to repair expense
(continued. . .)
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During the years in issue, Florida Power incurred
substantial costs related to its electric plants. The
expenditures for these costs were recorded as either capital
expenditures or repair expenses for regulatory accounting and
financial reporting purposes. |In preparing its tax returns for
the years in issue, petitioner used the sanme characterization of
expenditures for tax reporting purposes that Florida Power did
for regulatory accounting and financial reporting purposes,
except for specific Schedule M1, Reconciliation of Incone (Loss)
Per Books Wth Incone Per Return, adjustnents.? For the years in
i ssue, petitioner characterized approximately $2.1 billion in
expenditures related to Florida Power’s electric plants as repair
expenses for tax purposes.

During the years in issue, petitioner made Schedule M1
adjustnments on its original tax returns with respect to Florida

Power. The Schedules M1l adjustnents for the years 1988 to 1991

3(...continued)
m ght be increased. However, if P did elect to increase the size
of the retirenment units under the authority of the FPSC, P woul d
be in violation of the FERC rules prohibiting increases in the
size of retirenent units. Thus, the retirenent units actually
used by Florida Power for regulatory accounting purposes
conformed with FERC rul es.

A Schedule M1 is a schedule attached to a Form 1120, U.S.
Corporation Incone Tax Return. It identifies the different
treatnent of incone and expense itens for book and tax purposes.
See Sout hwestern Energy Co. v. Comm ssioner, 100 T.C. 500, 503
n.4 (1993); Orange & Rockland Utils. v. Conm ssioner, 86 T.C
199, 205 (1986).
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reflected petitioner’s election to apply the percentage repair
al l onance (PRA), a specific tax provision allow ng petitioner to
deduct as repair expenses a set percentage of expenditures for
the repair, maintenance, rehabilitation, or inprovenent of
certain property. See sec. 1.167(a)-11(d)(2), Inconme Tax Regs.?®
The Schedule M1 adjustnent for 1992 was for a stormreserve and
rel ated to damages caused by Hurricane Andrew.® Qher than the
variations for the PRA and stormreserve, petitioner used the
sanme characterizations of expenditures for tax purposes that
Fl ori da Power did for regulatory accounting and financi al
reporting purposes.

For the taxable year 1992, petitioner filed two anended
returns with clains related to the characterization of
expendi tures associated with Florida Power. 1In its first anended
return, filed in Septenber of 1993, petitioner clained additional
storm expenses of $412,042 and an additional repair expense

deduction of approximately $4.7 mllion for cable injection

SRespondent has alleged that the foll owi ng anobunts were
deducted as repair expenses under the PRA for the years 1988 to
1991:

Year Anpount

1988 $28, 501, 471
1989 29, 315, 281
1990 28, 635, 238
1991 25, 806, 865

Petitioner has not disputed these anounts.

The Schedule M1 adjustnment for the stormreserve was in
t he amount of $6 mllion.
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expenditures. The storm expenses were accepted by respondent and
a portion of the clainmed repair expense deduction was all owed by
respondent. In its second anended return, filed in Decenber of
1993, petitioner clained an additional repair expense deduction
of approximately $21 mllion related to the sane type of
expenditures currently in issue. Respondent allowed an
addi tional repair expense deduction for these expenditures in the
anount of approximately $11 million. During the audit of the
years 1988 to 1992, respondent proposed to capitalize certain
expenditures related to Florida Power that petitioner had
reported as deductible repair expenses on its original tax
returns.

Di scussi on

Summary judgnent is intended to expedite litigation and

avoi d unnecessary and expensive trials. See Northern Ind. Pub.

Serv. Co. v. Comm ssioner, 101 T.C. 294, 295 (1993); Shiosaki V.

Comm ssioner, 61 T.C. 861, 862 (1974). Rule 121(a) provides that

either party may nove for a summary judgnent upon all or any part
of the legal issues in controversy. Full or partial summary
judgnent is appropriate where there is no genuine issue as to any
material fact and a decision may be rendered as a matter of |aw.

See Rule 121(b); Sundstrand Corp. v. Conm ssioner, 98 T.C 518,

520 (1992), affd. 17 F.3d 965 (7th Gr. 1994). Respondent, as

the noving party, bears the burden of proving that no genui ne
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i ssue exists as to any material fact and that he is entitled to

judgnent as a matter of |law. See Bond v. Conmm ssioner, 100 T.C.

32, 36 (1993); Naftel v. Conm ssioner, 85 T.C. 527, 529 (1985).

I n deci ding whether to grant summary judgnent, the factual
materials and the inferences drawn fromthem nust be consi dered
in the light nost favorable to the nonnoving party. See Bond v.

Conmi ssioner, supra at 36; Naftel v. Conm ssioner, supra at 529.

Once a notion for summary judgnent is nmade and support ed,
t he nonnoving party nust do nore than nmerely allege or deny facts
inits pleadings, it nust “set forth specific facts show ng that
there is a genuine issue for trial. |If the adverse party does
not so respond, then a decision, if appropriate, may be entered

agai nst such party.” Rule 121(d); Celotex Corp. v. Catrett, 477

U S 317, 324 (1986); Sundstrand Corp. v. Conmm Ssioner, supra at

520. Moreover, summary judgnent may be granted if the evidence
subm tted by the nonnoving party is nerely col orable or not

significantly probative. See Anderson v. Liberty Lobby, Inc.,

477 U.S. 242, 249-250 (1986).

Petitioner argues that sonme of the factual allegations nade
by respondent are in dispute. After reviewing the materials
filed by both parties, we find that there is no genuine issue as
to any of the material facts that we have set forth in the
background section of this opinion. “Only disputes over facts

that m ght affect the outcone of the suit under the governing | aw
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will properly preclude entry of summary judgnent. Fact ual
di sputes that are irrelevant or unnecessary will not be counted.”

Anderson v. Liberty Lobby, Inc., supra at 248.

Respondent argues that petitioner’s attenpt to
recharacterize as repair expenses, expenditures which it had
characterized as capital expenditures, is prohibited under
section 446(e) as an inperm ssible change in accounting nethod
because petitioner did not obtain respondent’s consent to
recharacterize the expenditures. Respondent clains that, for
regul atory, financial, and tax accounting purposes, petitioner
consistently followed the regulatory accounting rules and
gui delines to determ ne which expenditures to capitalize and
whi ch expenditures to expense at Florida Power’s electric plants.
Respondent contends that this consistent treatnment constitutes
petitioner’s nethod of accounting with respect to the
expenditures in issue.

Petitioner argues that its nmethod of accounting was to
deduct expenditures to the extent allowed under section 1.162-4,

| ncone Tax Regs.,’ and that the regulatory accounting

‘Sec. 1.162-4, |Incone Tax Regs., provides:

Sec. 1.162-4. Repairs.--The cost of incidental
repairs which neither materially add to the val ue of
the property nor appreciably prolong its life, but keep
it in an ordinarily efficient operating condition, may
be deducted as an expense, provided the cost of
acqui sition or production or the gain or |oss basis of
(continued. . .)
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requi renents of the FERC and the FPSC were not its nethod of
accounting for purposes of determning the characterization of
expenditures at Florida Power’'s electric plants. 1In classifying
expendi tures as capital expenditures or repair expenses for tax
pur poses, petitioner clains that it used the anount of repair
expenses determ ned for regul atory accounting and financi al
reporting purposes as a “reasonabl e approxi mati on” of the anmount
of repair expenses allowable for tax purposes. Fromthere,
petitioner clains that it nmade certain adjustnents to increase

t he deductible repair anount for tax purposes when it becane
aware that certain expenditures were erroneously classified as
capital expenditures. Petitioner also clains that the
recharacterization is a nmere “correction” which does not
constitute a change in accounting nethod. Finally, petitioner
inplies that respondent’s failure to raise the change in
accounting nethod argunent when petitioner clainmed the additional
repair expense deduction for 1992 shoul d prevent respondent from

now chal | engi ng petitioner’s attenpted recharacterization.

(...continued)

t he taxpayer’s plant, equipnment, or other property, as
the case may be, is not increased by the anmount of such
expenditures. Repairs in the nature of repl acenents,
to the extent that they arrest deterioration, and
appreciably prolong the life of the property, shal
either be capitalized and depreciated in accordance
with section 167 or charged agai nst the depreciation
reserve if such an account is kept.



Met hod of Accounti ng

Section 446(a) provides that “Taxable incone shall be
conput ed under the nethod of accounting on the basis of which the
t axpayer regularly conputes his incone in keeping his books.”

The term “met hod of accounting” includes both the *over-al

met hod of accounting” and “the accounting treatnent of any item?”
Sec. 1.446-1(a)(1l), Inconme Tax Regs. A nethod of accounting

i ncludes “the consistent treatnment of a recurring, material item

whet her that treatnent be correct or incorrect.” H.F. Canpbell

Co. v. Commi ssioner, 53 T.C. 439, 447 (1969), affd. 443 F.2d 965

(6th Cr. 1971). A taxpayer changes its nmethod of accounting
when it changes either the “overall plan of accounting for gross
i ncone or deductions” or “the treatnment of any material item used
in such overall plan.” Sec. 1.446-1(e)(2)(ii)(a), Incone Tax
Regs. A “material itenf is “any itemwhich involves the proper
time for the inclusion of the itemin income or the taking of a

deduction.” Wayne Bolt & Nut Co. v. Comm ssioner, 93 T.C. 500,

510 (1989); sec. 1.446-1(e)(2)(i1)(a), Incone Tax Regs. A change
in accounting nmethod may be effected only after consent is
obtained fromthe Secretary. See sec. 446(e).

“The primary effect of characterizing a paynent as either a
busi ness expense or a capital expenditure concerns the timng of
t he taxpayer’'s cost recovery: Wil e business expenses are

currently deductible, a capital expenditure usually is anortized
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and depreciated over the life of the relevant asset”. | NDOPCO

Inc. v. Conmm ssioner, 503 U S 79, 83-84 (1992). This Court has

held that the determ nation of whether an expenditure constitutes
a capital expenditure or a currently deductibl e expense invol ves

the question of the proper time for taking a deduction. See

Pel aez & Sons, Inc. v. Comm ssioner, 114 T.C 473, 489 (2000);

Sout hern Pac. Transp. Co. v. Conmissioner, 75 T.C. 497, 683

(1980), supplenented by 82 T.C. 122 (1984); Hooker Indus., lnc.

v. Comm ssioner, T.C Meno. 1982-357; sec. 1.446-1(e)(2)(ii)(a),

| nconme Tax Regs. An accounting practice involving the timng of
when an itemis deducted is considered a nmethod of accounting.

See GVC & Subs. v. Comm ssioner, 112 T.C. 270, 296 (1999);

Kni ght - R dder Newspapers, Inc. v. United States, 743 F.2d 781,

797-798 (11th Gir. 1984).

In Southern Pac. Transp. Co. v. Conmi Ssioner, supra, we

applied section 1.446-1(e)(2)(i1i)(b), Income Tax Regs., for

pur poses of deciding whether the expenditures in issue were for a
“material itenf. Section 1.446-1(e)(2)(ii)(b), Incone Tax Regs.,
provides that “a correction to require depreciation in lieu of a
deduction for the cost of a class of depreciable assets which had
been consistently treated as an expense in the year of purchase

i nvol ves the question of the proper timng of an item and is to

be treated as a change in nethod of accounting.” Although the

t axpayer in Southern Pac. Transp. Co. v. Conmm SSioner, supra, was
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attenpting to change fromcapitalizing the expenditures in issue
to expensing them the reverse of the situation described in the
regul ati ons, we were not convinced of the nerit of this
distinction and we regarded both situations as exanpl es of

changes involving the timng of a deduction. See Southern Pac.

Transp. Co. v. Commi ssioner, supra at 683 n.211. W held that

the expenditures that the taxpayer was attenpting to
recharacterize fromcapital to expense fit the definition of
“material itenf. |d. at 683.

Al t hough section 446(a) requires a taxpayer to conpute his
taxabl e inconme in the sane manner that he conputes incone in his
books, this requirenent is not absolute. Courts have permtted
vari ati ons between financial and tax reporting where ot her Code
requi renents, such as sections 162 and 263, are net, and the

met hod of accounting clearly reflects inconme. See USFrei ghtways

Corp. & Subs. v. Comm ssioner, 113 T.C. 329, 332 (1999). \here

the taxpayer is governed by regul atory agencies, the taxpayer is
not automatically required to follow the regulatory accounting
rules when it reports its activities for tax purposes. See

Commi ssioner v. |daho Power Co., 418 U S. 1, 14-15 (1974); 4dd

Colony R R v. Conmm ssioner, 284 U S. 552, 562 (1932). However,

whil e regul atory accounting rules are not binding on a taxpayer,
they are necessarily linked wth tax accounting, and the

consi stent practice of applying regulatory rules for tax
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reporting purposes cannot be ignored. See Comm ssioner v. |daho

Power Co., supra at 14-15. In that case, the Suprene Court

st at ed:
Sone, al though not controlling, weight nust be

given to the fact that the Federal Power Conm ssion and

the Idaho Public Utilities Conm ssion required the

t axpayer to use accounting procedures that capitalized

construction-rel ated depreciation. Although agency-

i nposed conpul sory accounting practices do not

necessarily dictate tax consequences, they are not

irrel evant and nmay be accorded sone significance. * * *

where a taxpayer’s generally accepted nethod of

accounting is made conpul sory by the regul atory agency

and that nethod clearly reflects incone, it is al nost

presunptively controlling of federal inconme tax

consequences. [ld. at 14-15; citations and fn. ref.

omtted.]

For regul atory accounting and financial reporting purposes,
Fl orida Power followed regulatory rules and guidelines to
determ ne the characterization of expenditures related to its
electric plants. The fact that the regulatory accounting
requirenents all owed Florida Power sonme flexibility in defining
retirement units does not change this. The retirenent units used
by Florida Power for FPSC purposes did not exceed the limts
prescribed by the FERC for the years in issue, and petitioner
acknow edges that its characterization of expenditures for FPSC
pur poses “automatically conformed with FERC regul atory accounting
principles.” The FERC prohibited public utilities from
condensing the FERC list of retirenent units or from addi ng any
retirement units that exceeded the size of the FERC retirenent

units. Once a retirenent unit was established, the cost of
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adding or replacing the retirenent unit had to be capitalized.
Thus, while Florida Power’s limted flexibility in defining
retirement units could in sonme cases affect the amounts of
capital expenditures or repair expenses, once the retirenment unit
was identified the regulatory characterization rules requiring
capitalization were not flexible. The regulatory rules
ultimately determ ned which expenditures were capitalized and

whi ch expendi tures were expensed for regulatory accounting and
financial reporting purposes.

In Southern Pac. Transp. Co. v. Conmi ssioner, supra, the

t axpayer was subject to Interstate Commerce Commi ssion (I CC)
accounting rules which required the capitalization of certain
expenditures. See id. at 676. For the taxable years at issue,

t he taxpayer followed the I CC accounting rules and capitalized
the expenditures in issue for regulatory and tax purposes. See
id. The Comm ssioner issued a notice of deficiency regarding

ot her issues, and the taxpayer filed a petition with this Court
for a redeterm nation of the deficiency. See id. at 505. 1In an
anended petition, the taxpayer raised, for the first tine, the
argunent that the Comm ssioner erred in failing to allow the
capitalized expenditures as currently deducti bl e expenses. See
id. at 677. The Comm ssioner argued that the taxpayer’s attenpt
to recharacterize the expenditures was an inperm ssi ble change in

the taxpayer’s nmethod of accounting under section 446(e) because



- 18 -
t he Comm ssi oner had not consented to the change. See id. at
680. We held that, regardl ess of whether the expenditures were
nmore properly deducti bl e as busi ness expenses under section 162,
all ow ng the taxpayer to deduct such expenditures would result in
an i nperm ssi bl e change in nethod of accounting. See id. at 687.
W found it readily apparent that the taxpayer was seeking to
alter the manner in which it had consistently accounted for a
recurring, material item See id. at 686. W explained that a
change in the treatnent of the expenditures involved a question
of proper timng; thus, the change in treatnent would affect a
material item See id. at 683. The taxpayer consistently
followed the I CC accounting rules in capitalizing certain
expenditures for tax reporting purposes, and its later attenpt to
recharacteri ze those expenditures as repair expenses was
prohi bi ted, absent consent by the Comm ssioner.

In Wayne Bolt & Nut Co. v. Conm ssioner, 93 T.C. 500 (1989),

t he taxpayer, for a nunber of years, determned its ending
inventory by selecting a small portion of its inventory cards and
using themto approximate the ending inventory. See id. at 503.
Later, the taxpayer conpleted a physical inventory in which it
identified and catal ogued all inventory. See id. at 504. Based
on this thorough exam nation of inventory, the taxpayer attenpted
to adjust its opening inventory to reflect the actual anount

identified. See id. at 504-505. This anobunt was consi derably
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| arger than the anount determ ned under the approximation nethod
previously used by the taxpayer. See id. at 512. W held that
t he taxpayer’s “change froma seriously flawed and di sorgani zed
method * * * to a nethod of determ ning both opening and endi ng
inventory * * * on the basis of a conplete physical inventory
[was] a change in the treatnent of a material item and,
therefore, [constituted] a change in accounting nmethod.” 1d. at
510. W found that the approximati on nethod of determ ning
inventory, while disorgani zed and i naccurate, was consistently
used by the taxpayer despite his actual know edge that the

i nventory anounts were not conpletely accurate. See id. at 512.
This consistent practice constituted a nethod of accounting for
determ ning inventory. See id.

Petitioner argues that Wayne Bolt & Nut Co. v. Conm Ssioner,

supra, does not apply because it involved inventories and they
are governed by separate and distinct rules for purposes of
determ ning a nethod of accounting. W disagree. Wile there
are specific regul ations which address the accounting treatnment
of inventories, the basic principles apply for purposes of
determ ning a nethod of accounting; nanely, that a consistent
met hod used to determine the tax treatnent of a material itemis

a method of accounting. Qur holding and reasoning in Wayne Bolt

& Nut Co. v. Conm ssioner, supra, is applicable to the instant

case.
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The regul atory rul es provided the guidelines for determ ning
Fl ori da Power’s characterization of expenditures for regul atory
accounting and financial reporting purposes. Petitioner
consciously chose to use consistently the sane characteri zation
for tax purposes that Florida Power did for regulatory and
financi al purposes.

Petitioner argues that it used the anmounts Fl orida Power
reported for regulatory purposes as a “reasonabl e approxi nmation”
for tax purposes rather than reviewing its work orders to
determ ne which expenditures to capitalize and which to expense.
Petitioner has made no allegations that it alerted respondent to
the fact that it was reporting only approxi mati ons and expected
to recharacterize expenditures years |later. Section 1.446-
1(a)(4), Income Tax Regs., provides that the taxpayer’s
accounting records nust be maintained in such a manner as to
enable himto file a correct return of his taxable incone for
each taxable year. One of the essential features that the
t axpayer nust consider in maintaining such records is:

Expendi tures nmade during the year shall be properly

classified as between capital and expense. For

exanpl e, expenditures for such itens as plant and

equi pnment, which have a useful |ife extending

substantially beyond the taxable year, shall be charged

to a capital account and not to an expense account.

[Electric & Neon, Inc. v. Comm ssioner, 56 T.C. 1324,

1332 (1971), affd. 496 F.2d 876 (5th Cr. 1974)
(quoting sec. 1.446-1(a)(4)(ii), Income Tax Regs.).]
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The FERC and FPSC rul es provided a regul atory accounti ng
system whi ch afforded petitioner with a characterization nethod
based on basic accounting principles that generally require the
capitalization of expenditures for larger itens of property
having long-termlives and the expensing of relatively smaller
expenditures for mnor itenms needed for repairs. W note “that
the ‘decisive distinctions’ between current expenses and capital
expenditures ‘are those of degree and not of kind,” and * * *

each case ‘turns on its special facts’”. |INDOPCO, lnc. v.

Comm ssioner, 503 U.S. at 86 (citation omtted). Petitioner’s

attenpt to change retroactively froma consistent and | ogi ca
met hod of capitalizing the expenditures in issue to expensing
t hem i nvol ves the question of proper timng and thus is a

material item See Sout hern Pac. Transp. Co. v. Conmi ssioner, 75

T.C. at 683; sec. 1.446-1(e)(2)(ii)(a) and (b), Incone Tax Regs.
This attenpt to recharacterize the expenditures in issue is to be

treated as a change in nethod of accounting. See Southern Pac.

Transp. Co. v. Conm ssioner, supra; sec. 1.446-1(e)(2)(ii)(a) and

(b), Inconme Tax Regs.

Petitioner argues that it nmade certain adjustnents rel ated
to Florida Power on its Schedules M1 for the years in issue and
that such adjustnments establish that petitioner’s nethod of
accounting was not sinply to follow regulatory and fi nanci al

accounting for tax reporting purposes. A Schedule M1 is a
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schedul e attached to a Form 1120, U.S. Corporation Inconme Tax
Ret ur n. It identifies the different treatnent of incone and

expense itens for book and tax purposes. See Sout hwestern Energy

Co. & Subs. v. Comm ssioner, 100 T.C. 500, 503 n.4 (1993); O ange

& Rockland Utils. v. Conm ssioner, 86 T.C. 199, 205 (1986).

Respondent acknow edges that petitioner made Schedules M1
adjustnments on its tax returns for the years in issue. However,
respondent argues that the adjustnents do not change the fact
that petitioner’s nmethod of accounting with respect to the
expenditures in issue was to use the regulatory rules and
guidelines to determ ne the proper characterization of
expenditures for regulatory, financial, and tax reporting
pur poses. Respondent clainms that the Schedules M1 adjustnents
were only for the PRA and the stormreserve. Petitioner does not
contend that there were any other Schedul es M1 adjustnents.

A. Per cent age Repair Al l owance (PRA)

The PRA concept originated in 1971 as part of the Asset
Depreci ati on Range system?® The PRA was intended to end
controversi es concerni ng whether certain expenditures for repair,

mai nt enance, or inprovenent of property nust be capitalized or

81n 1981, Congress repealed the entire PRA systemeffective
for property placed in service after Dec. 31, 1980, in taxable
years endi ng after such date. See Econom c¢ Recovery Tax Act of
1981, Pub. L. 97-34, sec. 203, 95 Stat. 221. The PRA conti nues
to be in effect for expenditures which, although incurred after
Dec. 31, 1980, are for the repair, maintenance, rehabilitation,
or inprovenent of property placed in service before Jan. 1, 1981.
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currently deducted. See Arnto, Inc. v. Conm ssioner, 88 T.C.

946, 949 (1987); sec. 1l.167(a)-11(a)(1l), Inconme Tax Regs. By

el ecting the PRA, the taxpayer nmay automatically deduct up to a
set percentage of all expenditures for repair, maintenance,
rehabilitation, or inprovenment of “repair allowance property” for
the taxable year, as long as such expenditures are not considered
“excluded additions”. Sec. 1.167(a)-11(d)(2), Inconme Tax Regs.
Expenditures in excess of the set percentage nust be capitalized.
See id. “Under * * * [the PRA] system certain expenditures
which typically would be capitalized can be treated as repair

al | onances and, thus, deducted as expenses.” United States v.

Wsconsin Power & Light Co., 38 F.3d 329, 331 (7th Gr. 1994).

For the years 1988 to 1991, respondent clains that
petitioner’s repair deductions for tax purposes consisted of the
anount s deducted for book purposes, plus Schedules M1

adj ustnents for the PRA as foll ows:

Year Book Account M 1 Adj ust nent Tax Return
1988 $372, 757, 769 $28, 501, 471 $401, 259, 240
1989 385, 472, 395 29, 315, 281 414, 839, 472
1990 408, 077, 080 28, 635, 238 436, 688, 025
1991 405, 017, 292 25, 806, 865 430, 814, 717

Petitioner does not dispute respondent’s figures, or allege that
there were Schedul es M1 adjustnents for any other itenms for 1988
to 1991.

The PRA is a specific tax only provision. Florida Power did

not have the option of using the PRA to determ ne the
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characterization of expenditures for regulatory accounting and
financial reporting purposes. The PRA sinply allowed petitioner
to characterize a set percentage of expenditures as repair
expenses for tax purposes.

Petitioner is nowtrying to recharacterize as repairs, itens
that it characterized as capital expenditures for tax purposes.
Petitioner cannot recharacterize anmounts capitalized under the
PRA because to do so would violate the percentage Iimtation.
Petitioner does not identify any adjustnments in the PRA or claim
that it nmade any error in the original conputation under the PRA
The expenditures that petitioner is trying to recharacterize are
those that petitioner consistently capitalized for regulatory,
financial, and tax reporting purposes. This attenpted
recharacterization conflicts with petitioner’s practice of having
tax accounting follow regul atory and financial accounti ng.

B. Storm Reserve

On its original 1992 tax return, petitioner nmade a Schedul e
M1 adjustnment of $6 mllion for a stormreserve related to
Florida Power. The stormreserve related to an extraordi nary
item nanely, to offset damages caused by Hurricane Andrew. This
was not a recurring itemwhich petitioner accounted for every
year, as evidenced by the absence of any Schedul e M1 adj ust nent
for a stormreserve for any of the other years in issue.

Additionally, petitioner has not clained that it is seeking to
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recharacterize this item The Schedule M1 adjustnent for the
stormreserve does not affect petitioner’s consistent treatnent
of characterizing the expenditures in issue based on regul atory
rul es and guidelines. Petitioner has not alleged that there were
Schedule M1 adjustnents for any other itens for 1992.

C. Audi t Adj ust nents

Petitioner argues that respondent’s all owance of additional
repair expense deductions on audit supports its position that
| ater recharacterizations were part of its nmethod of accounting.
Petitioner contends that the facts that it anended its 1992
return and that respondent allowed additional repair expenses on
audit establish that petitioner’s nethod of accounting was not to
follow regulatory rules and gui delines when characterizing the
expenditures in issue for tax purposes. Petitioner argues that
t hese adj ustnments support its position that its accounting
practice was to use regulatory characteri zations as a “reasonabl e
approxi mati on” and then nmake adj ustnents when errors were
di scover ed.

Respondent di sputes that the failure to raise the change in
met hod of accounting issue in any way prevents the current
di sal | owance of petitioner’s attenpted recharacterization.
Respondent argues that the audit adjustments were sinply part of
an overall settlenment of the claimand that those actions do not

establish the nethod of accounting that petitioner is claimng.
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Petitioner consistently applied the characterizations used
by Florida Power for regul atory purposes when reporting for tax
purposes. Petitioner nade no references in its tax returns that
woul d notify respondent that the anmount of clainmed repair
expenses was a “reasonabl e approxi nmation” and represented the
met hod of accounting that petitioner is claimng. For the year
1992, petitioner filed two anmended returns. In its first amended
return, filed in Septenber of 1993, petitioner clained an
adj ustment for storm expenses and an additional repair expense
for cable injection costs. In its second anended return, filed
i n Decenber of 1993, petitioner clained additional repair
expenses for the sane type of expenditures as those currently in
i ssue and an adjustnent for storm expenses. After review ng the
original and anended returns and neeting with petitioner,
respondent all owed sone of the clainmed expenditures to be
deducted as repair expenses and accepted the adjustnent for storm
expenses. Petitioner has not alleged, nor is there any
i ndi cation, that respondent acquiesced in a nmethod of accounting
whi ch woul d al |l ow petitioner to “approximate” the anount of
repair expenses and then file anended returns when, and if, it
realized it mght have deducted a | arger anount. The fact that
petitioner anmended its 1992 tax return for additional expense
cl ai ms does not change the fact that, in preparing its original

tax return, petitioner consistently used the sane
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characterizations that Florida Power used for regul atory and
financial reporting purposes. Accordingly, we hold that the
audit adjustnents by respondent do not establish the nethod of
accounting that petitioner is claimng.

Petitioner’s treatnent of the expenditures in issue for tax
pur poses was consistent with the treatnment of those expenditures
by Florida Power for regulatory accounting and fi nanci al
reporting purposes. The Schedules M1 adjustnents are, at best,
relatively mnor deviations frompetitioner’s method of
accounting. The Schedules M1 adjustnents for the PRA and the
stormreserve, and the audit adjustnents by respondent, do not
change the fact that petitioner is retroactively attenpting to
recharacterize expenditures that it regularly and consistently
capitalized for regulatory, financial, and tax reporting

purposes. See Potter v. Comm ssioner, 44 T.C 159, 167 (1965)

(met hods of accounting nust be regul ar and consistent).

1. Correction

A change in nmethod of accounting does not occur when a
t axpayer seeks to correct mathematical or posting errors, errors
in the conputation of tax liability, a change in treatnent
arising froma change in underlying facts, or any other
“adj ustment of any item of income or deduction which does not
i nvolve the proper tinme for the inclusion of the itemof incone

or the taking of a deduction.” Northern States Power Co. V.
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United States, 151 F.3d 876, 883 (8th Cr. 1998); sec. 1.446-

1(e)(2)(ii)(b), Incone Tax Regs.

Petitioner does not contend that it nmade errors in
mat hemati cal conputations or in the conputation of its tax
liability. Petitioner has failed to nake specific allegations
establishing there was a change in underlying facts.

Under section 1.446-1(e)(2)(ii)(b), Income Tax Regs., a
change from capitalizing and depreciating the costs of a class of
depreci abl e assets to expensing theminvolves a question of
proper timng. Petitioner’s attenpt to recharacterize
expenditures at Florida Power’s electric plants, which were
consistently capitalized on its tax returns, fits within the
principles of this regulatory provision. Although the instant
case is the reverse of the situation set forth in the regulatory
provi sion, we regard both situations as exanples of changes

involving the timng of a deduction. See Southern Pac. Transp.

Co. v. Conmmi ssioner, 75 T.C. at 683 n.211. Additionally, this

Court has found that the characterization of expenditures as
capital or expense involves the proper tinme for taking a

deduction. See Pelaez & Sons, Inc. v. Conmi ssioner, 114 T.C at

489; Southern Pac. Transp. Co. v. Conm ssioner, supra at 683;

Hooker Indus., Inc. v. Conm ssioner, T.C. Mnp. 1982-357.

A posting error occurs when there is an error in “the act of

transferring an original entry to a | edger.” Wayne Bolt & Nut
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Co. v. Commi ssioner, 93 T.C. at 510-511 (quoting Black’s Law

Dictionary 1050 (5th ed. 1979)). Petitioner does not contend
that it erred in transferring the amount or characterization of
expenditures reported by Florida Power for regulatory purposes to
petitioner’s tax return. Rather, petitioner relies on Northern

States Power Co. v. United States, supra, in arguing that it

erroneously capitalized the expenditures at issue and that the
attenpted recharacterization should be treated as a posting

error. Petitioner’'s reliance on Northern States Power Co. V.

United States, supra is msplaced. In Northern States Power Co.

v. United States, supra, the taxpayer’s tax departnent was

unaware that certain amounts were inproperly recorded in its
accounts. Because the taxpayer |acked know edge of the error, it
m stakenly capitalized the anounts instead of currently deducting
them See id. at 884. Wen it discovered the m stake, the
taxpayer pronptly filed refund clains in an effort to treat the
anounts in the same manner that it had consistently treated
simlar itens. See id. The court held that the taxpayer’s
m st ake was nore “akin to a posting error” than a change in
met hod of accounting. 1d.

In the instant case, petitioner consciously chose to use the
sanme characterization of expenditures for tax reporting purposes
that Florida Power used for regulatory accounting and fi nanci al

reporting purposes. Petitioner gave no notice on its returns
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that it was using an “approxi mati on” nethod and expected to make
| ater corrections. Petitioner’s own statenents establish that it
did not “m stakenly” capitalize the expenditures in issue based
on a lack of know edge of an error. Accordingly, we hold that
petitioner’s attenpted recharacterization of the expenditures in

i ssue was not a posting error. Cf. Wayne Bolt & Nut Co. V.

Conmi ssi oner, supra at 512.

I11. Consent

Petitioner inplies that respondent waived the right to
contest petitioner’s recharacterization of capital expenditures
as repair expenses.® Petitioner points to the fact that
respondent allowed petitioner to reclassify approxi mtely $11
mllion in capitalized expenditures related to Florida Power as
repair expenses for the 1992 taxable year. Prior to this notion,
respondent did not raise the change in accounting nethod
ar gunent .

Consent to change a nethod of accounting is required,
regardl ess of whether the “nethod is proper or is permtted under
the I nternal Revenue Code or the regul ations thereunder.” Sec.

1.446-1(e)(2)(i), Income Tax Regs. In Southern Pac. Transp. Co.

V. Conm ssioner, 75 T.C. at 682, we stated:

°Petitioner clains that it “is not trying to work an
‘estoppel’”, but rather that it is sinply trying to show that
respondent never treated the simlarities between regul atory,
financial, and tax classifications of capital expenditures and
repair expenses as a nethod of accounting.
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In addition, consent is required when a taxpayer,
in a court proceeding, retroactively attenpts to alter
the manner in which he accounted for an itemon his tax

return. If the alteration constitutes a change in the
taxpayer's nethod of accounting, the taxpayer cannot
prevail if consent for the change has not been secured.

* * *x [10]
The failure of the Comm ssioner previously to object to the

t axpayer’s accounting nmethod will not stop himfromlater

challenging it. See Nles Benent Pond Co. v. United States, 281

U S. 357, 362 (1930); Fort Howard Paper Co. v. Conm ssioner, 49

T.C. 275, 284 (1967); Hotel Kingkade v. Comm ssioner, 12 T.C

561, 568-569 (1949), affd. 180 F.2d 310 (10th Cir. 1950). Wile
t he Comm ssioner’s acqui escence in the taxpayer’s use of an
accounting nethod is not binding on the Comm ssioner, it may be a

factor in the taxpayer’s favor. See Public Serv. Co. v.

Commi ssioner, 78 T.C. 445, 456 (1982); Geonetric Stanping Co. V.

Comm ssi oner, 26 T.C. 301, 304-305 (1956).

In the instant case, respondent allowed petitioner certain
addi tional repair expense deductions related to Florida Power.
Respondent did not question petitioner’s nmethod of accounting or

assert that any inperm ssible change was bei ng nade. Rather,

°l'n Summit Sheet Metal Co. v. Conm ssioner, T.C. Meno.
1996-563, we relied on Southern Pac. Transp. Co. v. Conmi ssioner,
75 T.C. 497 (1980), supplenented by 82 T.C. 122 (1984), in
drawi ng a negative inference against the taxpayer who did not
seek to change the treatnment of an itemon its original tax
return or on an anended return, but rather waited until after the
Commi ssioner’s audit and after the comrencenent of court
pr oceedi ngs.
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respondent sinply reviewed petitioner’s claimand all owed an
addi ti onal deduction based on the circunstances. Petitioner has
not all eged any action on respondent’s part which could be
construed as approving the nmethod of accounting petitioner is
currently claimng for the expenditures in issue. It is
undi sputed that petitioner never filed a Form 3115 to request a
change in accounting nethod. See sec. 1.446-1(e)(3)(i), Incone
Tax Regs. Accordingly, petitioner did not obtain respondent’s
consent to recharacterize the expenditures in issue.

| V. Pur pose of Section 446(e)

The policy underlying section 446(e) was enunciated in

Pacific Natl. Co. v. Welch, 304 U S. 191, 194 (1938):

Change fromone nethod to the other, as petitioner
seeks, would require reconputation and readj ustnment of
tax liability for subsequent years and inpose
burdensonme uncertainties upon the adm nistration of the
revenue laws. It would operate to enlarge the
statutory period for filing returns * * * to include
the period allowed for recovering overpaynents * * * |
There is nothing to suggest that Congress intended to
permt a taxpayer, after expiration of the time within
which return is to be nade, to have his tax liability

conputed and settled according to the other nethod.
* *x x [11]

1Si nce the amendnent of the consent requirenent in 1954,
this passage has been endorsed as an appropriate statenment of the
policy rationale of sec. 446(e). See Lord v. United States, 296
F.2d 333, 335 (9th Gr. 1961) (“If * * * [taxpayers] were all owed
to report incone in one manner and then freely change to sone
ot her manner, the resulting confusion would be exactly that which
was to be alleviated by requiring perm ssion to change accounting
met hods”); see also Southern Pacific Transp. Co. v. Conm SSioner,
supra at 686-687 (endorsing and restating the policies
articulated by Pacific Natl. Co. v. Welch, 304 U S. 191 (1938),

(continued. . .)
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In Barber v. Conmm ssioner, 64 T.C. 314 (1975), we identified the

follow ng policy reasons served by section 446(e): “(1) To
protect against the |oss of revenues; (2) to prevent

adm ni strative burdens and inconveni ence in admnistering the tax
laws; and (3) to pronote consistent accounting practice thereby
securing uniformty in collection of the revenue.” |d. at 319-
320 (citations omtted). A conprehensive discussion and anal ysis

of the policy rationale of section 446(e) is found in Diebold

Inc. v. United States, 16 . C. 193, 208-209 (1989):

a central policy underlying the consent requirenment is
that the Conm ssioner should have an opportunity to
revi ew consent requests in advance. Wth advance
notice, the Comm ssioner has | everage to protect the
fisc, to avoid burdensone adm ni strative uncertainties,
and to pronote accounting uniformty. |If taxpayers
generally were permtted to change accounti ng net hods
unil aterally, the Conm ssioner would face the enornous
adm ni strative burden of detecting changes and
reviewing the propriety of each switch w thout ready

| everage to protect the fisc or pronote uniformty.

In the absence of * * * [section 446(e)], a
t axpayer could adopt a nethod of accounting and after
several years unilaterally switch to an alternative
met hod whi ch hi ndsi ght suggests woul d have been nore
financially beneficial. Thus, the Comm ssioner’s
ability to protect the fisc and prevent unnecessary
variations in accounting procedures would be
substantially reduced. |In order to avoid m ssing
taxabl e inconme, the IRS would be required to nultiply
its detection and exam nation efforts to prevent abuse
of unconsented retroactive changes. The adm nistrative
advant ages of advance notice are thus integrally Iinked
to the purposes of protecting the fisc and pronoting
accounting uniformty.

(... continued)
and Lord v. United States, supra).




Moreover, the plaintiff in this case desires to
make precisely the kind of change that could underm ne
t he purposes of the prior consent rule. The plaintiff
seeks to apply a unilateral change retroactively to
cover many past tax years. |f taxpayers were permtted
to select the accounting nmethod which best reflects
their income over the past four years, only those
t axpayers gaining a financial advantage from sw tching
met hods woul d seek refunds. Thus, uniformty in
accounting woul d becone a function of financial
advantage and the admnistrative difficulties of
detecting unwarranted unil ateral changes woul d be
mul ti plied. Moreover, the potential inpact on the fisc
woul d be likely to vary unpredictably fromyear to
year. |In sum the purposes and policies underlying the
consent requirenent are still served when a taxpayer
presunmes to change unilaterally froman incorrect to a
correct procedure.

Acceptance of petitioner’s position would grant petitioner
the license to change freely fromone characterization to anot her
when hindsight shows that it is financially advantageous.
Petitioner waited until 1996 to attenpt to recharacterize as
repair expenses, expenditures that it had characterized for tax
pur poses as capital expenditures for the years 1988 to 1992. It
woul d pl ace an enornous burden upon respondent to detect and
review the ram fications of such a change. For exanpl e,
petitioner’s attenpt to recharacterize nore than $200 mllion of
expenditures incurred from 1988 to 1992 as deductible repair
expenses would require adjustnents to petitioner’s capital asset
accounts for those years and subsequent years. Adjustnents to
depreci ati on deductions taken in the years in issue and

subsequent years woul d be necessary. The adm nistrative burden
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of reviewing the effects of petitioner’s recharacterization, such
as adjusting for clainmed depreciation, would defeat the
accounting goal of pronoting uniformty, to say nothing of the
conpl ex conputations and i nconvenience in admnistering the tax
laws. Petitioner’s attenpted recharacterization is precisely the
type of change which frustrates the purpose of section 446(e) and
renders the consent requirenent necessary.

V. Concl usi on

Petitioner consistently used a nethod of accounting of
follow ng regulatory rules and guidelines for regulatory,
financial, and tax reporting purposes for the expenditures in
issue. Petitioner’s attenpt to alter its classification of the
expendi tures changes the timng of deductions related to those
expenditures and thus is a change in the treatnent of a materi al
item This change in treatnent of a material item does not
result froma correction or a change in underlying facts.
Petitioner did not seek respondent’s consent, nor did respondent
inpliedly consent or waive the right to challenge petitioner’s
recharacterization as an inperm ssible change of accounting
met hod. Petitioner’s clainmed recharacterization frustrates the
pur pose of section 446(e). Accordingly, we hold that

petitioner’s attenpted recharacterization of the expenditures in
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issue is an inpermssible change in nmethod of accounting under

section 446(e).

An appropriate order will be

i ssued granting respondent’s notion

for partial summary judgnent.




